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UNITED KINGDOM: KEY ECONOMIC InprcaTors’ 


Average Exchange Rate - lst Quarter 19792/ 
41.00 - $2.02 


INCOME, PRODUCTION, EMPLOYMENT 
GNP, Current Prices4/ 4/ 
GDP, Constant 1975 Prices— 
Per Capita GNP, Current Prices (Pounds) 
Plant & Equipment Investment (1975 Prices) 
Personal Disposable Income (1975- Prices) 
Indices: 
Industrial Production (1975 = 100) 
Average Labor Productivity (1975 = 100) 
Average Earnings (Jan. 1976 = 100) 
Labor Force (Millions) 5/ 
Unemployment Rate (%)— 


MONEY AND PRICES 


Money Supply (Ster]ing m3) &/ 

Interest Rates (%)— 

Indices: 8 / 
Wholesale Prices (1975 = 100)— 
Retail Sales Volume (1971 = 100) 


BALANCE OF PAYMENTS 


Gold & Foreign Exchange Reserves 
External Public Debt 
Public Sector Payments Abroad of Interest, 
Profits and Dividends (net) 
Visible Trade Balance 
Balance on Current Account 
Exports, FOB 
US Share (%) 
Imports, FOB 
US Share ($%) 
Main Imports from U.S. (Millions of Pounds, 
Machinery (non-electrical) 
Machinery (electrical) 
Transport Equipment 
Cereals and Cereal Products 


FOOTNOTES : 


1. All figures are in billions of pounds sterling except where otherwise noted. 

2. The Average Exchange Rate for 1977 is b1.00 = $1.75 and for 1978 is 61.00 = 
, oi 92. 

3. 1979 estimates should be treated as tentative. 

4. At factor cost. 

5. Seasonally adjusted excluding School Leavers, December figure. 

6. Seasonally adjusted, December figure. 

7. Three-month Treasury Bills - Average Discount Rate 

8. Ex-factory 

9. Billions of dollars - as of May 31, 1979 - includes revalued gold reserves 

10. Billions of dollars - as of December 31, 1978 


SOURCES: Monthly Digest of Statistics, April 1979; Bank of England Quarterly 
Bulletin, March 1979. c 





UNITED KINGDOM 


SUMMARY 


The British consumer in 1978 pushed the economy to a year of strong 
growth; gross domestic product rose 3.1% reflecting a 5.8% increase in 
consumer expenditure, a bumper crop and a 40% gain in North Sea oil out- 
put. Government expenditure, fixed and inventory investment made lesser 
contributions to the pattern of growth. The non-oil balance of trade 
deteriorated, although there was little change in the size of the current 
account surplus. Unemployment fell to 5.5%, a two year low. Retail 
prices rose an average 8.3%, the best performance in four years. The 
newly elected Conservative government has inherited an economy which 
seems close to a cyclical peak. Inflationary pressures are building. 
Among the government's initial tasks are the introduction of a full 
budget and the development of a working relationship with organized 
labor. Incomes policy will not be used to deal with the thorny question 
of pay determination. 


Slower growth and more rapid inflation will undermine the outlook 
for the year ahead. In the 12 months to mid-1980, GDP could grow by 
little more than one percent. Expected tax increases on the purchase of 
goods and services should diminish the potential for gains in consumer 
expenditure. Narrowing profit margins and high interest rates will 
damage investment prospects, although public sector investment should 
exceed the previous year's level for the first time since 1974. Self- 
sufficiency in oil production may not in itself guarantee much improve- 
ment in the balance of payments since some observers believe sterling's 
recent strength has eroded the competitiveness of Britain's non-oil 
exports. 


With the new government intent on stabilizing the economic environ- 
ment, U.S. exporters could benefit by supplying capital goods contributing 
to improved productivity. Opportunities for consumer goods sales should 
remain abundant as U.S. suppliers reap the benefits from recent movements 
in the dollar-sterling exchange rate. END SUMMARY 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


The Economy Moves to a Peak 


The 3.1% growth in real gross domestic product in 1978 masks a 
slowing in the rate of growth from mid-year. Following 9 months of 
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rapid expansion ,consumer demand eased slightly during the fourth quarter. 
The 5.8% surge in spending over the year as a whole was fueled by sub- 
stantial tax cuts. These contributed to a 6.4% increase in real personal 
disposable income, a gain which more than erased the 2.4% real income 
decline that had accumulated between 1974 and 1977. With real income 
growth exceeding that of expenditure, the personal savings ratio edged 
up to 14.4% from 13.7% in 1977. 


Gross fixed capital formation rose 2.8% in 1978, regaining 1975 
levels but still falling short of the 1973 peak. There was a marked 
contrast between public and private sector investment behavior. Private 
investment rose 9.8% in real terms in 1978 to a point 20% above the 
1975 trough. Public investment fell 9.2% and was 25% below its 1975 
level. Within the public sector, outlays for housing were off by 12.4%. 
‘Capital expenditure by nationalized industries fell 5.6% largely on the 
back of a one third cutback by losseplagued British Steel. In the 
private sector, housing grew by 15.3% while manufacturing investment 
posted a strong 12.8% gain. Investment in inventories remained at a 
high level in 1978 accounting for 1% of GDP. The largest rise came in 
"work in progress" and finished goods. Inventories of raw material and 
fuels were slightly drawn down. By year end stock-output ratios, 
particularly for "work in progress", had mounted to a five-year high. 


Government expenditure on current goods and services rose 1.5% in 
real terms or less than half as much as GDP as a whole. However, there 
were nominal increases of 20% or more in transfer payments as indexed 
pensions and welfare benefits, higher child benefits and the rising cost 
of debt service made their weight felt. The Public Sector Borrowing 
Requirement (PSBR) in the calendar year rose by 43% from 45.9 billion 
to 68.4 billion as personal income tax cuts reduced government revenues. 
The increase in public sector borrowing was permitted to feed through to 
the money supply. Sterling M3 grew by 14.2% in 1978 after 8.2% in the 
previous year. The balance of payments was again shored up by North Sea 
oil in 1978. The current account remained in modest surplus - 4254 
million compared with 6298 in 1977. The narrowing of Britain's 
traditional surplus in services and a weaker. non-oil trade balance help 
to explain why there was no improvement in the current account surplus 
despite a 6700 million pound rise in the sales of North Sea oil. That 
gain was nearly matched by a 4617 million increase in Britain's net 
contribution to the budget of the European Community. Export volume 
rose 3.4% in 1978 while import volume gained 5.1%. Sterling finished 
the year at $2.0345, a gain of 6.7%. However, its rise on a trade- 
weighted basis was 1.4% reflecting a weaker performance against other 
currencies. 


Industrial production, buoyed by North Sea oil and a recovery in 
the construction sector, rose 3.7% in 1978. Despite rising consumer 
demand, manufacturing output could manage only a marginal increase of 
0.7%. Cars, clothing and textiles were areas where output actually fell 
in the face of sharply higher consumer spending. Corporate profits 
adjusted for inventory gains rose 16.4%, slightly increasing their share 
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of GDP to 11.3% from 11.0% in 1977. About one-sixth of that improvement 
was due to a 31% jump in company profits associated with North Sea oil 
and gas. Retail prices rose 8.3% in 1978, the first single digit annual 
increase since 1973. By year end, however, price increases had begun to 
accelerate under the influence of rising demand and double-digit pay 
settlements. By April 1979, higher energy prices, weather-influenced 
increases in the prices of seasonal foods, and hikes in local property 
taxes had pushed the 12 month rate of increase back about 10%. Both 
unemployment and employment were favorably affected by the higher level 
of economic activity in 1978. In December, unemployment stood at 5.5%, 
a two year low. At the same time total employment gained 0.2%. 


The Conservatives Take the Reins 


The election of a Conservative government in May 1979 has brought in 
its wake a shift in philosophy from reliance on government intervention 
in the economy to greater trust in the market mechanism for allocating 
scarce resources. Having arrived in office with a durable parliamentary 
majority, the new government is proceeding quickly with the initial items 
on its agenda. These include the presentation of a full budget and the 
development of a working relationship with organized labor. Most 
observers expect the next budget to focus on reducing inflation. Con- 
servative campaign promises of monetary discipline, reduced public 
spending and borrowing, and a change in the balance of taxation away 
from income taxation and toward expenditure taxation all augur for a 
deflationary budget. 


There have been few clear signs as to the shape of the emerging 
relationship between the new government and organized labor. Both sides 
appear to be approaching each other gingerly. After a four year incomes 
policy cycle under the last Labor government, the Conservatives have come 
to power opposed to any formal structure of wage restraint. They prefer 
controlling the growth of the money supply as a means of limiting the 
ability of private sector firms to accord excessive pay increases. In 
the public sector, strict limits on programmed expenditure are intended 
to brake rising wages. 


Outlook - Slower Growth as the Economy Stabilizes 


Economic activity early in 1979 was affected by a spate of industrial 
disruption, particularly in the transport sector. As a result, industrial 
production fell nearly 2% during the first quarter while GDP declined by 
1%. However, since February the economy has moved to a higher level of’ 
activity. While some of this rise is attributable to making up for 
production lost -during January strike period, there are also signs that 
the economy may be moving to a higher, less sustainable level of activity. 
Unemployment fell below 1.3 million in May (5.4%) for the first time in 
three years. Wholesale prices rose at an annualized rate of 13.3% in the 





three months to April compared with 7.8% in the previous three months. 
Given these conditions, many observers of the U.K. economy expect that 
the June 12 budget will tighten both fiscal and monetary policy. 
Immediately before the budget, most estimates put the PSBR for the 
current fiscal year at about 610.5 billion on unchanged policies. With 
the new government strongly committed to substantial income tax cuts, 
achieving a PSBR in the range of 68.0 - 8.5 billion is impossible with- 
out a combination of reduced public expenditure and increased taxation 
on goods and services. Industrial and housing subsidies, excise taxes 
on gas, alcohol and tobacco, and the value added tax are all likely to 
be the subject of budgetary changes. There is also a strong probability 
that the government will embark upon a program of sales of selected 
assets owned by the public sector. The net effect of such a budget 
could be a reduction in aggregate demand of about 1.5% of GDP. With 
higher expenditure taxation adding to prices, the 12 month rate of 
retail price increase could reach 13 - 15% by the end of 1979. Barring 
any substantial reduction in the personal savings ratio, the volume of 
consumer expenditure should rise on average by 2 - 2.5%, less than half 
as much in 1978. With pay rising at annual rates of 13 - 15%, consumer 
spending gains should further diminish during the first half of 1980. 
The volume of government spending on current goods and services is 
likely to be squeezed as both central and local government spending 
departments move to divert funds to finance pay increases already 
agreed. Under these circumstances, the government's contribution to 
the pattern of growth will at best be meager, if not negative. 


Private sector fixed investment has been showing the strength 
associated with an economy in the late stages of an expansion. Partic- 
ularly strong has been the volume of manufacturing investment which has 
risen by 12 - 13% in 1978. Survey evidence points to further, although 
slower growth in the year to come. The private housing sector, after 
a mild recovery in 1978, has been adversely affected by higher mortgage 
interest rates and a very severe winter. Little improvement is antici- 
pated from current levels. 


In the public sector, plans put into place by the previous Labor 
government called for a 4.4% increase in the volume of gross fixed 
capital formation in the fiscal year ending March 31, 1980. How much 
of this increase will be implemented by the incoming Conservative govern- 
ment is still uncertain. Barring severe reductions, it seems highly 
probable that three years of declining new investment will come to an 
end in the current fiscal year. Investment in the nationalized industries 
is slated to rise by 8.5% during that period. There is even a small 
increase scheduled for British Steel where new investment was halved 
over the two preceding fiscal years. With government policy now favoring 
sales of public housing to occupants = rather than construction - public 
sector housing is unlikely to rebound much from a 12% decline in 1978. 

In sum, fixed investment should grow by not much more than 1% in real 
terms during the coming 12 months. Inventory investment, after 18 months 
of unbroken accumulation should begin a cyclical downturn. This cycle 
should gather pace during the second half of 1979 before leveling out 
toward the middle of next year. 
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With no data on Britain's external trade having been published since 
January as a result of an industrial dispute, little can be said about 
the recent behavior of the current account. However, certain problems 
evident in Britain's external position during 1978 will persist. The 
size of Britain's net contribution to the European Community budget 
will approach one billion pounds. With net self-sufficiency in oil 
not to be achieved until 1980, the sharply higher price of oil will 
exercise a negative influence on the current account until then. More- 
over, the nearly 9% appreciation in the trade weighted value of sterling 
between the first half of 1978 and the first half of 1979 will test the 
U.K.'s competitiveness in certain areas. As a result there is little 
reason to expect an appreciable improvement in the current account. 
However, there should be some improvement during the first half of 
1980 as the economy slows and 3ritain achieves net oil self-sufficiency. 
Despite a further rise of 40 - 50% in oil production in 1979, the 
industrial production outlook to mid-1980 is not rosy. Manufacturing 
output should show some improvement over average 1978 levels permitting 
overall industrial production to rise by 2 to 2.5%. 


Upward pressure on retail prices should begin to ease early in 
1980 as the pace of economic activity slows. With substantial expenditure 
tax increases very likely to figure in the coming budget, the 12 month 
rate of retail price increase may well move from its present 10.1% to 
the 13 - 15% range by the end of 1979. Nevertheless, with sterling 
underpinned by North Sea oil, a deflationary budget, and large scale 
indirect tax increases unlikely to be repeated in the spring 1980 budget, 
the rate of inflation could well fall rapidly by the third quarter of 
1980. A real growth rate of 1 to 1.5% in the year to mid-1980 implies 
adverse developments for both employment and unemployment. Demographic 
factors will add 175,000 workers to the labor force. Cut backs in both 
public sector employment and job subsidies when added to slower growth 
could add as many as 200,000 people by mid-1980 to the 1.3 million 
Britons currently out of work. 


B. IMPLICATIONS FOR THE UNITED STATES 


The growing UK demand for American products has made this the 
largest market for American manufactured goods outside Canada and Japan. 
Contributing factors to this very favorable development have been: The 
relative weakness of the dollar against sterling; an increasing interest 
in the British market by American producers; the strong demand by British 
industry for high technology equipment and components; a desire for 
unique or different products by increasingly affluent segments of the 
consuming public. 


American consumer goods are increasingly in demand. Furniture and 
carpets are selling well and are expected to widen their share of the 
U.K. market. Sporting equipment, childrens' and womens' apparel, do-it- 
yourself supplies and equipment, and certain housewares and hardware 
are popular. 





The new Conservative government is likely to shift incentives to 
encourage British industry to rationalize and improve productivity. 
Stemming directly from such a policy change should be increased demand 
for American computer and computer peripheral equipment, with the 
emphasis on small and minicomputers. The Embassy is aware of many U.K. 
firms who are looking for new lines of data processing and handling 
equipment that can only be purchased in the U.S. 


The new government's policies should lead to an expansion of the 
British market for telecommunications equipment, with some of the 
traditional U.K. suppliers likely to seek arrangements with U.S. firms 
to distribute communications equipment here or to manufacture under 
license. 


Ongoing efforts by British industry and government to expand the 
manufacture of microelectronic components will provide a continuing 
market for American electronic production equipment and for advanced 
components themselves. American firms wishing to establish production 
facilities for such components in designated British industrial develop- 
ment areas should benefit from an impressive array of investment incentives. 


Consumer electronics is growing very rapidly and small, low-priced 
computers suitable for use in the home or by small businesses are growing 
in popularity. American manufacturers of such equipment are advised to 
get into the market quickly as competition is growing keener. We believe 


that marketing this equipment at the retail level in speciality shops 

can offer good profit potential for American firms provided they are 
Willing to make a large initial investment and can provide adequate after 
sales service. 


Fast food catering is a rapidly expanding industry in the U.K. 
offering very attractive prospects for U.S. firms manufacturing catering 
equipment or interested in franchise development. Burger King, 
McDonalds and Kentucky Fried Chicken are already major participants in 
the market, but there is certainly room for more. In addition, small 
restaurants and other food-serving facilities are seeking more efficient 
fast food equipment. Beverage dispensers, microwave ovens, mixers and 
slicers as well as dishwashers and similar cleaning equipment are high 
priority items. 


‘* U, S. GOVERNMENT PRINTING OFFICE : 1979—281-058/147 











